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Classical financial theory holds that investors are totally rational and the capital 
market works. Thus, the only determinant of stock returns is market risks. Under the 
assumption that the capital market works, managers tend to pursue maximum personal 
interests on the basis of certain compensation contracts and corporate governance 
mechanisms. However, the research in psychology and behavioral finance shows that 
people’s psychological bias and limited arbitrage can lead to market inefficiency, so 
investor sentiment may affect asset price. In addition, many firm’s activity such as 
IPO “hot market” phenomenon and merger and acquisition waves can hardly be 
explained by rational factors. In recent years, with the emerging of behavioral 
corporate finance, the relationship between investors’ irrational sentiment and 
corporate financial behaviors has become a new hot subject for research.  
At the same time, how to evade the severe volatility caused by the speculative 
bubble in the capital market and the resulting financial crisis and economic turmoil 
have become practical issues attracting intense attention from national governments 
throughout the world. For the emerging Chinese stock market in China’s economic 
transition, research on related issues is particularly important. Due to the lack of a 
short-selling mechanism in China’s stock market, the arbitrage mechanism in the 
working market theory is nonexistent. Moreover, China’s stock market is dominated 
by inexperienced individual investors, which means that in the emerging capital 
market of China, investor sentiment may play a more important role in asset pricing 
and corporate financial behaviors. As such, research on the relationship between 
investor sentiment and corporate financial behaviors is particularly significant.  
This paper, focusing on China’s institutional background and market environment, 
investigates the relationship between investor sentiment and corporate financial 
behaviors. The author first introduces the theorectial effects of investor sentiment on 
stock price and corporate financial behavior, and then systematically examines the 
representative nature of investor sentiment indicators available in China’s capital 
market. Next, the author probes the influence of investor sentiment on stock returns, 
and at last explores the relationship between “asset mispricing” caused by investor 
sentiment and corporate investments and IPO. This paper consists of nine chapters, 
each of which has the following contents: 
Chapter I introduces the research topic and contents, framework, contributions and 
innovations of this paper.  
Chapter II reviews and evaluates literature relating to investor sentiment research, 
traces the origins of investor sentiment research, and then proceeds to examine the 














Chapter III introduces limited arbitrage and psychological foundations of investor 
sentiment, and constructs models to explain the theoretical effects of investor 
sentiment on stock price and corporate financial behavior. 
Chapter IV summarizes investor sentiment indicators used in existing literature and 
performs a brief evaluation of the characteristics and weaknesses of investor 
sentiment in China and abroad.  
Chapter V performs a comprehensive comparison of the capabilities of investor 
sentiment indicators available in China to forecast stock returns in order to provide 
basis for the selection of investor sentiment indicators in the research described in this 
paper.  
Chapter VI examines the operating mechanism of investor sentiment in relation to 
stock returns, uses the time sequence data on China’s stock market to select eight 
financial characteristics and market characteristic factors for a systematic examination 
of the influence of China’s investor sentiment on the cross-section of stock returns, 
and verifies that valuation subjectivity and limited arbitrage may cause investor 
sentiment to give rise to “asset mispricing”.  
Chapter VII examines the influence of investor sentiment on IPO decisions among 
Chinese companies. It uses data on China’s stock market and IPOs and takes 
institutional background into consideration to study the influence of investor 
sentiment on companies’ IPOs under China’s “government-dominated” new share 
issuance system.  
Chapter VIII examines the influence of investor sentiment on investment decisions 
among Chinese companies, and takes advantage of the cross-section data of China’s 
listed companies to systematically verify whether and how the investment behaviors 
of China’s listed companies cater to investor sentiment.  
Chapter IX integrates research results, draws research conclusions, and points out 
the deficiency of the research described in this paper, as well as the direction of 
research in the future.  
Major research conclusions are as follows: 
(1)  By comparing the forecast ability of investor sentiment measures on stock 
returns, the research has found that: IPO first-day returns, A-B share premium, and 
closed-end fund discounts are representative of investor sentiment to some extent; bull 
sentiment index, new stock accounts are better investor sentiment measures; trading 
volume and turnover are best investor sentiment measures.   
(2)  Investor sentiment has a significant influence on stock returns. The research 
has found that returns of the stocks with high levels of subjectivity, strong tendency 
towards speculation and great difficulty in arbitrage are heavily influenced by investor 
sentiment. Specifically, as opposed to profitable companies, the higher investor 













companies paying cash dividends, the higher investor sentiment, the greater stock 
returns for companies paying no cash dividends; as opposed to medium-growth 
companies, the higher investor sentiment, the greater stock returns for low-growth and 
high-growth companies, showing an U-shape pattern.  
(3)  Although China’s new share issuance system is characterized by “government 
dominance” and government intervention has a significant influence on the timing of 
IPO, with increasing adoption of market principles by the new share issuance system, 
the ability of investor sentiment to interpret IPO behaviors has been rising steadily as 
well, and listed companies tend to time their IPOs in accordance with market 
conditions.
(4)  Investment decisions made by administrators of listed companies show a 
strong tendency to cater to investor sentiment; they increase investment when investor 
sentiment soars and decrease investment when investor sentiment drops. Company 
investment caters to not only investor sentiment towards the company’s prospects, but 
also investor sentiment towards the expected development of the industry where the 
company operates. Moreover, companies heavily influenced by investor sentiment 
and companies with more shortsighted administrators cater more strongly to investor 
sentiment.  
The above research results have verified the research hypotheses of this paper, 
demonstrating that investor sentiment has a significant influence on stock returns, 
corporate financing, and investment behaviors. Investor sentiment has a significant 
impact on the time sequence and cross-section of stock returns, while “asset 
mispricing” caused by investor sentiment triggers changes in the company’s financial 
behaviors. When investors are over-optimistic, stock prices exceed basic value, which 
reduces equity financing costs, and administrators of private companies are willing to 
increase the scale of the IPO so that they can profit from “asset mispricing”; moreover, 
investors may also have an excessive high valuation of investment projects, and 
company administrators seeking maximum stock prices in the short run tend to take 
advantage of investor sentiment to increase investment so as to push the stock prices 
further up. When investors are over-pessimistic, stock prices drop below basic value, 
which increases equity financing costs, and administrators of private companies tend 
to reduce the amount of funds to be raised from IPO or even give up IPO; moreover, 
investors may also have an excessively low valuation of investment projects, and 
company administrators tend to reduce investment to avoid further drops of stock 
prices.
Different from other related research, the improvements and innovations of this paper 
are primarily reflected in the following aspects:  
1. This paper starts from introducing limited arbitrage and psychological 













theoretical effects of investor sentiment on stock price and corporate financial 
behavior. 
2. This paper sorts out the the sentiment measures used by prior research, and 
empirically evaluates the representativeness of the sentiment measures available in 
China’s stock market to facilitate the choice of investor sentiment variables in the 
following empirical research. At the same time, this paper establishes new investor 
sentiment indexes that fit research on China’s stock market and corporate financial 
behaviors from the perspective of cross-section and time series.  
3. For the first time, an indirect index created with stock market data and a direct index 
computed with survey data have been used to examine whether and how investor 
sentiment influences the stock returns of China’s listed companies in terms of cross 
section. In particular, this paper attempts to ascertain whether there exist significant 
differences in the influence of company characteristics on domestic and foreign listed 
companies.  
4. This paper takes into consideration China’s unique institutional background. For the 
first time, it attempts to perform a systematic analysis of the relationship between investor 
sentiment and China’s new share issuance behaviors in order to further stimulate related 
research on the new share issuance issue from a theoretical perspective.  
5.  In addition, this paper attempts to adopt multiple measuring indexes for investor 
sentiment and conducts further research on whether investor sentiment influences the real 
investment by China’s listed companies. Specifically, this paper classifies investor 
sentiment as industry level sentiment and firm level investor sentiment, and then proceeds 
to study the influence of investor sentiment on total investment, fixed asset investment, 
and long-term equity investment.  
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